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THEORY AND PRACTICE
Current Studies and Concepts
MARGARET L. BAILEY, CPA, Special Editor
Wheat Ridge, Colorado

accounting policies adopted and followed. A
summary of the Board’s Exposure Draft fol
lows.

DISCLOSURE OF
ACCOUNTING POLICIES
For many accountants it was a startling de
velopment when in late December 1971 the
Accounting Principles Board of the American
Institute of Certified Public Accountants issued
an exposure draft concerning the disclosure
of accounting policies. In a nutshell, the Draft
states that, whenever financial statements are
issued, a disclosure of all major accounting
policies followed in the preparation of those
statements must be made.
To the in-house accountant of the small
company, it may involve a good deal of effort
to come up with a satisfactory description of
accounting policies adopted and followed.
Many accountants have prepared balance
sheets and income and expense statements
in a certain manner for many years, and their
preparation has become so automatic that they
no longer give much thought to the particular
policies or methods which have been used.
Many internal accountants rarely see financial
statements prepared by others, and so have
not realized that a good portion of the larger
companies (and particularly those whose stock
is held by the public) have come to set forth
information about those policies which have
been used in preparing their statements. Yet
one would readily admit that, in order to make
a decision about the effectiveness of a com
pany’s operations, it is necessary to know
what policies have been followed in arriving
at the figures reflected on the statements. To
day’s accountants are aware of the effect of
using a FIFO or LIFO inventory pricing, just
as one example. Many other decisions regard
ing depreciation methods, useful lives of assets,
research costs treatment, installment sales rec
ognition, and investment valuations can create
vastly differing reports from one company to
another that actually have very similar trans
actions.
Because it is essential to have information
about the accounting policies in order for users
of those statements to make economic deci
sions, the Accounting Principles Board has
reached the tentative conclusion that financial
statements must include a description of the

Introduction:
After recognizing the usefulness of a sum
mary of major accounting policies, the Draft
acknowledges that some entities present the
information as an integral part of the financial
statements while others present it as supple
mentary information. No guidelines have yet
been provided for the nature and degree of
disclosure which is appropriate.

Discussion:

The accounting process is governed by three
levels of accounting principles: 1) Pervasive
principles, 2) Broad operating principles, and
3) Detailed principles. Judgement must be
exercised continually regarding the detailed
principles, frequently on the broad operating
principles, and even occasionally on the per
vasive principles.
Accounting policies are defined as “the spe
cific accounting principles and the methods
of applying those principles that are judged
by the management of the entity to be the
most appropriate in the circumstances . . .
and that have accordingly been adopted for
preparing the financial statements.” It notes
that the policies followed can significantly
affect the presentation of financial position,
results of operations, and changes in financial
position. As a result, the usefulness of such
statements depends greatly on the user’s under
standing of the accounting policies followed
by the entity.
Opinion:

It is concluded that information about ac
counting policies adopted and used is essential
for users in making economic decisions, and
that a description of the accounting policies
adopted should be presented as an integral
part of the financial statements. (The Draft
recognizes that in some situations statements
are restricted to internal use only, and it is
then appropriate to omit stating the accounting
policies. In other situations, statements may be
prepared for special purposes, in which case
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Chapter 13 of Statement on Auditing Proce
dure No. 33 would govern.)
Both profit-making businesses and non-profit
organizations are included in this Opinion.
Content:

The disclosure of accounting policies should
identify and describe the accounting principles
followed and methods of applying those prin
ciples that materially affect the determination
of financial position, the changes in financial
position, or the results of operations. In gen
eral, such disclosure should include all major
judgements about recognition of revenue and
allocation of costs to current and future pe
riods. It should encompass those principles and
methods that involve:
a. a selection from existing acceptable al
ternatives,
b. principles and methods peculiar to the
industry (even those normally followed
in the industry),
c. unusual methods of applying generally
accepted principles that have a material
effect on the financial statements.

The Draft provides helpful examples indicat
ing the type of disclosure deemed appropriate.
It lists such items as:
1.
2.
3.

Basis of consolidation
Depreciation methods
Amortization of intangibles

4.
Inventory pricing
5. Accounting for research and development
costs (including basis for amortization)
6.
Translation of foreign currencies
7. Recognition of profit on long-term con
struction-type contracts.

The list is not considered all-inclusive and
disclosure of other accounting policies may
well be required in certain circumstances.
The disclosure should be a concise delinea
tion of important principles and methods. In
some cases reference should be made to related
details presented elsewhere in the statements.
For example, changes in accounting policies
during the period should be described with a
cross-reference to the disclosure required by
APB Opinion No. 20 of the current effect of
the change and the pro forma effect of retro
active application of the change.
Format:
The Draft strongly recommends that the
disclosure be made in a separate “Summary
of Accounting Policies” presented immediately
before other notes to financial statements (or
as the initial note to financial statements). In
spite of this strong recommendation, the Draft
recognizes the need for flexibility in format
and states that the disclosure may be given in
whatever format is most appropriate in the
circumstances, provided that the policies are
identified and described as an integral part
of its financial statements.

One wonders if perhaps the main reason for the sagging quality of annual reports is the lack of involve
ment of the financial executive in the entire annual report. In many companies today, his involvement stops
with the financial sections and with a cursory review of the president's letter. If the purpose of the report
to shareowners is to translate the company's activities for the past year into financial terms, shouldn’t
the financial management of the company assume the responsibility for designing, writing, and producing
the report, rather than leaving it to the public relations and advertising departments, the secretary's office,
or some miscellaneous corporate group?

George Hobgood
Director of Public Relations
Financial Executive Institute
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